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Europe – Where
Are We Now?
An update on growth
and reform in the
euro zone
How soon we have come to measure the
euro zone crisis in years. From the race to
save the Greek economy from bankruptcy
to the rise of the populist right in the recent
EU Parliamentary Elections, one thing now
clear is that the number of commentators
predicting the end of the union has diminished
with every hurdle overcome. Last year, we
predicted Europe was well placed to face
any further unrest and this has indeed been
the case, with many previously struggling
countries emerging from recession. Such
positive developments have also been down
to the wide-ranging structural reforms that
we believe can secure strong growth in the
euro zone for many years to come. In this
paper, we look at where the euro zone stands
following a period of relative calm and reiterate our belief in the progressive influence of
economic reform on long-term growth.
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Reading the Economic Environment
Today
We think there are two clear points to be made concerning growth
in Europe:
1. Europe is currently a geared play on global growth. The shift in
the euro zone’s main economies to be export orientated, with
less domestic demand, and high government debt levels has left
weaker economies more sensitive to the fortunes of their global
trading counterparts.
2. What is important is that growth is positive rather than negative,
i.e. not in recession. However, it is unlikely that growth will be
very strong, as a significant increase could be matched with a
decrease in government spending and monetary stimulus.
In what has been a mixed opening half of 2014, we have seen a
marginal slowdown in global growth, even as stock prices have for
the most part appreciated, due primarily to adverse weather in the
United States, conflicts in Ukraine and the Middle East, and fears
of the effects of US tapering on emerging markets. Throughout this
period, euro zone GDP has continued to improve, as have various
Purchasing Managers’ Index (PMI) measures. Though certainly
fragile, issues within the US and emerging markets have not halted
the steady flow of good news; growth has a definite foothold in
Continental Europe. Future GDP growth implied by composite
euro zone PMI figures is very encouraging; as at 31 July 2014, the
euro zone composite PMI figure was 53.8, the highest rate of expansion since May 2011 (Exhibit 1). Small but steady rises in other
measures also point to a gradual improvement across the euro zone,
with retail sales picking up by 0.3% in June. In addition, it is worth
remembering that the political crises that at one point appeared to
move from country to country have either been resolved, as in Italy,
or faded into the background, as in Greece.

measures underline the uncertainty that still exists in the market.
However, these are headline items that often ignore the steady
stream of positive data points. The rebalancing and deleveraging
of the euro zone economy was always going to be difficult and
while weak numbers in some economies is to be expected, growth
is particularly strong in areas of Scandinavia, and has been good in
Germany with year-on-year growth of 0.8% as at 30 June 2014,
which continues to provide much-needed confidence in the market.
We can also see the positive effects of deleveraging on the euro area
current account deficit (Exhibit 2). However, European vulnerability to external growth has recently been illustrated by Germany’s
recent dip in growth of -0.2% for the second quarter of 2014,
primarily due to events around Russia’s actions in Ukraine, such
as further, and more severe, sanctions on the former. We do not
believe this is a structural issue for Germany and export growth will
be helped in coming quarters by the recent weakness of the euro. At
this point it is also worth considering that the reforms covered in
this paper have been known to slow down the rate of growth in the
short term before delivering long-term benefits.
Exhibit 2
ECB Euro Area Current Account Deficit
(Euro Billions)
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Exhibit 1
Euro Zone PMIs
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None of this is to suggest the euro zone will not face further headwinds. GDP is still weaker than many would like and the European
Central Bank’s (ECB) willingness to implement further stimulative

In the weaker economies of France and Italy, underlying macro
data is a concern. However, the risk that Europe will be dragged
into a recession remains small, while in the once-peripheral nation
of Spain, always an odd definition for such a significant economy,
GDP for the second quarter was a healthy, above-consensus 0.6%,
marking four consecutive quarters of growth. The uptick in exports
and employment has been incredibly important in delivering this
turnaround. With regards the latter, at the end of June, the Spanish
unemployment rate fell below 25% for the first time in two years,
though it is still the second-highest in Europe. The aforementioned
euro zone PMI figures suggest that the region should improve on
recent GDP figures throughout the rest of 2014 and into 2015. The
turnaround in auto sales in Western Europe is another a tangible
example of the improvements we are seeing in a range of macroeconomic data (Exhibit 3, overleaf).
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Thatcher

Exhibit 3
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Reforms during Margaret Thatcher’s time in office included reducing the top rate of income tax from 83% to 60%, while the basic
rate was cut from 33% to 30% and corporate rates were cut from
52% to 35%.1 These rates would come down further in the years
ahead. Also in order to incentivise the UK work force, relative to
average earnings, unemployment benefits were reduced by around a
quarter between 1979 and 1991.2 Thatcher was also able to curb the
power of Britain’s unions and enhance competition by privatising
many of the UK’s industries, including British Gas, British Airways
and Rolls-Royce.
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Impact

Examples of all three created the foundations not just for recovery,
but stronger and more stable growth in the United Kingdom following the Thatcher reforms of the 1980s and Schröders’ Hartz reforms
in Germany between 2002 and 2005. These were the examples we
used to illustrate the long-term positive impact of structural reform
in our Investment Research paper.
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Cutting red tape. Such reforms include bequeathing companies the
means of altering their business and workforce in order to adapt to
changes in the macro environment for their industry.
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Reforms generally fall into the three major categories:

Exhibit 4
GDP Growth in the United Kingdom Relative to the G7,
1961–2012
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When we take into account that restructuring in the euro zone
was always going to hold back growth to some extent, the gradual
improvements mentioned above are encouraging. In the long term,
we are even more optimistic and data is now available that starts to
support what we have been saying for some time: structural reforms
in the euro zone will be instrumental in improving the region’s longterm growth prospects. We have seen this in the past and are likely
to see it again; economies came out of reforms stronger than before
a downturn began. When we published our Investment Research
paper, Structural Reform in Europe: Two Lessons from History and
Looking at the Current Landscape in July 2013, we argued that history shows the benefits of structural reform and we are now starting
to see these reforms in the likes of Spain and Greece bearing fruit.
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Exhibit 4 below shows the United Kingdom’s GDP growth relative
to the G7 since 1961. To explain the chart, the first data point shows
that in 1961 the UK’s GDP grew 1.4% slower than the G7 (G7
grew real GDP at 4.2% and the UK grew 2.8%). During the period
1961 to 1979, the performance of the UK economy was poor; GDP
grew slower than the G7 every year except for one. Over that period
economic growth in the United Kingdom averaged 1.5% per year
less than the G7. The grey bars in the chart represent this period.
The red bars represent the period when a significant portion of the
reforms were enacted. During this period, the UK’s economic performance got worse. In both 1980 and 1981 UK GDP grew nearly 3%
slower than the G7—and unemployment boomed to over 10% of
the workforce. However, the blue bars show the economic benefits of
Thatcher’s program over the subsequent years. From 1982 to 2012,
the United Kingdom has grown faster than G7 by 0.3% per year
(outgrowing the G7 in nearly two-thirds of the individual years3).
Put another way, the UK economy is 65% bigger today than if it had
continued to grow 1.5% a year slower than the G7.
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Exhibit 5
GDP Growth in Germany Relative to the G7, 1992–2012
(%)
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Exhibit 6
Spain Balance of Payments Current Account Balance
(Euro Billions)
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Schröder

Where Reform Stands Today

Reforms

So where do some of the countries hoping to go down the same road
as the United Kingdom and Germany stand one year after our initial
research paper?

The most significant measures during Schröder’s time in office were
the Hartz IV reforms, which put an end to the practise of unemployment benefits being up to 67% of previous pay for 32 months, only
falling as far as 57% after that time.4 This link was broken in favour
of lower, means-tested flat benefits. Incentives also took the form of
significant tax cuts, with the lowest rates cut from 23% in 2000 to
15% in 2005.5 Regulation on temporary work was removed, giving
employers the flexibility to offer more fixed-term and open-ended
temporary contracts.

Impact
When we look at Exhibit 5, which shows the performance of
German GDP relative to the G7, we can see a long period (in grey)
from 1992 to 2001 when the German economy was a consistent
underperformer. Over this 10-year period the German economy
grew 1% slower than the G7. Between 2002 and 2005 the Hartz
reforms were enacted—and again the initial impact on growth was
negative with the gap to the G7 increasing to 1.7% per year (red).
However, from 2006 onwards the benefits have come through with
the German economy outgrowing the G7 by 0.6% per year (blue),
outperforming in five of seven years.
We believe these two examples provide significant support for the
view that structural reform can dramatically change the growth
trajectory of an economy, even where that economy appears to be
firmly stuck in the doldrums. Clearly government policy decisions
regarding labour markets, domestic competition, and other structural reforms are only one determinant of economic growth rates.
We recognise that monetary policy, global economic conditions,
and trade protocols can also influence GDP growth rates and that is
certainly the case today. However, we believe reform has been, and
will continue to be, an important component of euro zone economic
growth.

Spain
Above-expectations growth in Spain marks a change in fortunes
for an economy that was often perceived as being on the verge of a
Greece-style financial disaster. However, growth has improved and
government bond yields have fallen back to manageable levels, and
structural reforms can take some credit for how Spain has taken
greater advantage of global growth and improved its current account
balance (Exhibit 6). Reforms already having an effect include the
significant deregulation of redundancy laws and social security payments, and laws allowing company labour negotiations over unions’
collective bargaining. Exports fuelled much of this improvement in
Spain and have continued to rise, as regulation is relaxed in conjunction with the increased human endeavour that allows businesses to
have higher capacity utilisation. This, in turn, could cause a positive
investment cycle.

Greece
Greece’s reforms touch upon the three main pillars we have already
covered; incentivising labour, increasing flexibility and enhancing
competition. Labour market reforms have included probation period
extensions, a reduction in severance payments, and the approval
of flexible labour contracts and working time management. The
latter includes flexi-time working arrangements, the promotion of
fixed-term contracts, and the introduction of a labour card to monitor social security contributions. In the short-term, we can see the
destabilising effects of such reforms in the uptick in part-time and
short-term employments, which it could be argued does not instil
confidence in the consumer. However, although high unemployment remains a reality, the latest data from the Greek Manpower
Employment Organisation indicates that net growth in employment
had improved during the first half of 2014 in comparison to the
same period in 2013.
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Fiscal reforms in Greece have also been wide-ranging in the form
of the consolidation of state entities, and the restructuring of tax
administration in an attempt to combat tax evasion. Privatisations,
though contentious, have also played a large part in the reformed
Greek economy. Recent years have seen the sale of water utilities and
energy companies as a result of the abolition of the minimum obligatory participation in state-owned companies by the Government.
Other market-friendly, deregulatory reforms have included the liberalisation of previously highly regulated closed professions and the
lifting of barriers to entrepreneurship and innovation. Such reforms
could never be a remedy for all of Greece’s short-term ills, but are
among the reasons the Greek economy has moved from deep recession to being on the cusp of growth. Second-quarter GDP growth of
-0.2% is the smallest contraction in GDP since the second quarter of
2008 and quite an astonishing figure when we consider that year-onyear GDP for 2013 was -3.9%; the trajectory of growth in Greece
is undoubtedly positive. The foundations of future growth are also
evident in the significant primary fiscal surplus of 0.8% of GDP
achieved in 2013, well above a target of 0% and ahead of schedule.
Since the financial crisis, Greece is the most improved economy in
the World Bank’s Doing Business Indicator and the OECD’s overall
Product Market Regulation Index.

Italy
Italy has an economy that is still struggling, despite seeing its government bond yields fall substantially and its current account deficit
improve. We spoke last year of the small-scale reforms approved by
the country’s technocratic government as mild positives for longterm growth prospects, though unfortunately growth has remained
more muted than in Spain and Ireland, with second-quarter GDP
contracting by 0.2%. Italy clearly has a lot more work to do to
regain full competitiveness. However, the recent appointment of
Matteo Renzi as Prime Minister provided an immediate confidence
boost, as he spoke of further reform, and his positive showing in the
recent EU Parliamentary elections strengthened his mandate at a
time when many other leaders ceded ground to the populist right.
Renzi has pledged an ambitious programme of business-friendly
tax cuts and labour market reforms, including cuts to labour costs
for businesses and an extension of Italy’s privatisation programme.
These are steps in the right direction, if he can truly execute them.

Short and Long-term Conclusions
Short-term growth may still be volatile, but it is clear that growth
has a strong foothold in Europe. In the short term, of course
global growth is an important component, as domestic demand in
many countries is still poor. However, excusing the possibility of
a global recession, steady, albeit slow, growth should continue, as
structural reforms already in place take hold and current account
deficits improve. In addition, earnings are yet to reach their previous
heights, leaving ample room for further gains in company profits
(Exhibit 7). Finally, the ECB’s stance remains accommodative and
economies such as Germany’s are proving robust, which is helping
to rebalance the euro zone.
In the long term, structural reforms should make Europe stable,
competitive and open for business. Last year, we stated that structural reforms could transform Europe’s competitive landscape. Even
as economies continue the difficult task of rebalancing and growth
remains somewhat choppy in isolated areas, we are seeing the fruits
of these reforms. As austerity measures are allowed to be withdrawn,
reform and attempts to stimulate economies could become even
more ambitious and far-reaching.
Exhibit 7
European Earnings Have Yet to Retain Previous Peak
(EPS - Next 12 Months )
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About the Team
The European Equity Team is a small, cohesive
team of highly skilled and experienced investment
professionals. The portfolio managers and key decision
makers are Aaron Barnfather, Barnaby Wilson and Paul
Selvey-Clinton. The team has an average of 15 years’
experience in the asset management industry and 8
years at Lazard – bringing to bear their broad range of
skills and experience. The team maintain the belief that
companies with sustainably high or improving financial
productivity, combined with compelling valuations, can
generate consistent returns over full market cycles
combined with lower relative volatility.

Notes
1 Source: HMRC
2 Source: Did The Thatcher Reforms Change British Labour Market Performance? David Blanchflower, Richard Freeman (1993)
3 Given the length of Thatcher’s period in office and the fact that reforms were being carried out throughout, it is open to debate when one should start to measure the impact of those
reforms. We chose 1982 as by then the first elements of each of the key programmes had been started. Had we chosen any year from 1982 to 1992, the range of outcomes for UK GDP
growth relative to the G7 until 2012 would have been +0.2% to +0.5%.
4 Source: Before and After the Hartz Reforms: The Performance of Active Labour Market Policy in Germany, L. Jacobi, J. Kluve (2007)
5 Source: OECD Tax Database
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